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[Posted: March 3, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.9% from the prior close.  Chinese markets were mixed, with the Shanghai composite down 

0.4% and the Shenzhen index up 0.2%.  U.S. equity futures are signaling a lower open.  With 

489 companies having reported, the S&P 500 Q4 earnings stand at $31.48, higher than the 

$30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  

Thus far this quarter, 65.4% of the companies reported earnings above forecast, while 23.1% 

reported earnings below forecast. 

 

We are seeing a modest decline in U.S. equities and a softer dollar as traders square positions in 

front of two key speeches today, one from Vice Chair Fischer and the other from Chair Yellen.  

It is highly likely these leaders at the Fed will signal a rate hike is coming at the March 15th 

meeting.  Fed funds futures put the odds of a hike at 90%; for much of this century, the Fed has 

not risen rates without preparing the financial markets for the move.  Expectations for a rate hike 

create a “freebie” for the central bank that it will almost certainly use to its advantage.   

 

The real question is the terminal rate.  Simply put, where does the Fed achieve at least a neutral 

policy rate that is neither accommodative nor restrictive?  We regularly publish the Mankiw Rule 

variations to examine this idea, although we view these models as more of what the Fed thinks it 

should do, not what the Fed should do.  In other words, the Mankiw Rule (and its forefather, the 

Taylor Rule) works off a Phillips Curve model that suggests there is a relationship between 

inflation and labor markets.  Our research suggests there isn’t much of a link and thus the Fed is 

probably using an improper model.  A better structure, in our opinion, would be for the FOMC to 

merely focus on an inflation target and assume the labor markets take care of themselves.  But, 

we don’t expect anyone from Washington to make it to our offices in leafy Webster Groves, MO 

anytime soon.   

 

So, here are a couple of our concerns. 

 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 
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This chart shows the past four tightening cycles along with the Chicago FRB National Activity 

Index.  This is the first time in nearly three decades that the Fed has started to raise rates when 

this index is below zero, suggesting an economy growing below trend.  This analysis would 

suggest the Fed believes it is so far behind the curve that it should raise rates even though 

economic growth remains sluggish. 

 

Second, the Atlanta FRB GDPNow forecast is suggesting a weak Q1 GDP report. 

 

 
 

The forecast has dropped to +1.8% after running above +2.5% into mid-February. 
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The latest data, which included personal income and consumption, advance trade data and 

construction spending, have reduced the consumption forecast and widened the trade deficit.  In 

addition, the drag from inventory liquidation rose as well.  The forecast suggests that the 

economy continues to grow at a sluggish pace and there isn’t much there to suggest the Fed 

should be moving aggressively to raise rates. 

 

So, what do we expect from the vice chair and chair today?  No big surprises; they will likely 

confirm the market’s bias for a March hike and signal that they will continue to move rates 

higher based on the data flow.  If both are upbeat about the economy, we may see the dollar lift. 

 

The shadow of Russian influence on the Trump administration continues to be a distraction.  

Both parties have become masters of creating controversies that drain the party in power’s 

political capital by forcing them to deal with the distractions instead of policy goals.  What is 

interesting to us is how the persistent “smoke” (as described by Mike Allen at Axios today) on 

Russia is affecting that nation’s equities as well. 
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(Source: Bloomberg) 

 

This chart shows the MICEX index for Russian equities in USD terms.  From the Election Day 

lows on November 9th until early January, the index rose 25.0%; since then, it is down 8.9%.  

Note how the index has broken the trading range and appears poised for further weakness.  The 

potential for a Russian scandal for this administration will, at a minimum, thwart any attempts at 

normalization with Russia and is being taken as bearish by Russian equity markets. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the domestic releases and Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Markit US Services PMI m/m feb 54.0 53.9 **

9:45 Markit US Composite PMI m/m feb 54.3 **

10:00 ISM Non-Manf. Composite m/m feb 56.5 56.5 **

EST Speaker or event

9:15 Charles Evans and Jeffrey Lacker Speaks on Panel NYC

11:15 Jerome Powell Speaks on Economic Outlook

12:30 Stanley Fischer speaks in New York

13:00 Janet Yellen give Economic Outlook Speech in Chicago

Economic Releases

Member of the Board of Governors

Fed speakers or events

District or position

President of the FRB of Chicago and Richmond 

Vice Chairman of Board of Governors of Federal Reserve

Chairman of Board of Governors of Federal Reserve  
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Foreign Economic News 

 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation. 

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI Composite y/y feb 52.6 52.2 ** Equity and bond neutral

Caixin China PMI Services y/y jan 52.6 53.1 ** Equity and bond neutral

Japan CPI y/y feb 0.4% 0.3% 0.4% *** Equity and bond neutral

Jobless Rate y/y jan 3.0% 3.1% 3.0% ** Equity and bond neutral

Job-to-Applicant Ratio y/y jan 1.43 1.43 1.44 ** Equity and bond neutral

Overall Household Spending y/y feb -1.2% -0.3% -0.4% ** Equity bearish, bond bullish

Nikkei Japan PMI Services y/y feb 51.3 51.9 ** Equity and bond neutral

Nikkei Japan PMI Composite y/y feb 52.2 52.3 ** Equity and bond neutral

Consumer Confidence Index y/y feb 43.1 43.2 43.5 ** Equity and bond neutral

India Nikkei India PMI Services m/m feb 50.3 48.7 ** Equity bullish, bond bearish

Nikke India PMI Composite y/y feb 50.7 49.4 ** Equity bullish, bond bearish

Australia AiG Perf of Services Index y/y feb 49.0 54.5 ** Equity bearish, bond bullish

New Zealand ANZ Job Advertisements y/y feb 0.4% -0.2% ** Equity and bond neutral

Value of All Buildings y/y feb 1.9% 1.4% 1.5% ** Equity and bond neutral

ANZ Commodity Price y/y jan 2.0% -0.1% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m feb 55.5 55.6 55.6 ** Equity and bond neutral

Markit Eurozone Composite y/y feb 56.0 56.0 56.0 ** Equity and bond neutral

Retail Sales y/y jan 1.2% 1.1% 1.5% ** Equity and bond neutral

Germany Retail Sales y/y jan 2.3% -1.1% 0.7% ** Equity bullish, bond bearish

Markit Germany Services PMI m/m jan 54.4 54.4 54.4 ** Equity and bond neutral

Markit/BME Germany Composite PMI y/y jan 56.1 56.1 56.1 ** Equity and bond neutral

France Markit France Services PMI y/y feb 56.4 56.7 56.7 ** Equity and bond neutral

Markit France Composite PMI y/y feb 55.9 56.2 56.2 ** Equity and bond neutral

Italy Markit/ADACI Italy Services PMI m/m feb 54.1 52.4 52.8 ** Equity and bond neutral

Markit/ ADACI Italy Composite PMI y/y feb 54.8 52.8 53.1 ** Equity and bond neutral

U.K. Markit/CIPS UK Services PMI y/y feb 53.3 54.1 54.5 ** Equity and bond neutral

Markit/ CIPS UK Composite PMI y/y feb 53.8 55.5 55.6 ** Equity and bond neutral

Russia Markit Russia PMI Services y/y feb 55.5 58.4 56.7 ** Equity and bond neutral

Markit Russia PMI Composite y/y feb 55.4 58.3 ** Equity and bond neutral

AMERICAS

Mexico Budget Balance m/m jan -29.6b -503.7b ** Equity and bond neutral

Brazil Commodity Price Index m/m feb -9.9% -9.1% ** Equity and bond neutral

Imports m/m feb $10.912b $12.187b $11.050b ** Equity bullish, bond bearish

Exports m/m feb $15.472b $14.911b $14.540 ** Equity bullish, bond bearish

Trade Balance Monthly m/m feb $4.560b $2.725b $3.300b ** Equity bullish, bond bearish  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 109 106 3 Up

3-mo T-bill yield (bps) 64 65 -1 Neutral

TED spread (bps) 45 41 4 Neutral

U.S. Libor/OIS spread (bps) 84 84 0 Neutral

10-yr T-note (%) 2.50 2.48 0.02 Neutral

Euribor/OIS spread (bps) -33 -33 0 Down

EUR/USD 3-mo swap (bps) 26 26 0 Neutral

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Down

pound down Down

franc up Neutral  
 

Commodity Markets 

 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 

 
Price Prior Change Explanation

Brent $55.26 $55.08 0.33% Short Covering

WTI $52.74 $52.61 0.25%

Natural Gas $2.81 $2.80 0.21%

Crack Spread $15.73 $15.51 1.42%

12-mo strip crack $13.57 $13.44 1.00%

Ethanol rack $1.59 $1.60 -0.48%

Gold $1,227.17 $1,234.25 -0.57%  Fed Expectations

Silver $17.68 $17.77 -0.54%

Copper contract $268.90 $269.05 -0.06%

Corn contract 378.50$       379.50$       -0.26%

Wheat contract 449.00$       452.75$       -0.83%

Soybeans contract 1,035.75$    1,037.25$   -0.14%

Baltic Dry Freight 904 871 33

Actual Expected Difference

Crude (mb) 1.5 3.0 -1.5

Gasoline (mb) -0.5 -1.5 1.0

Distillates (mb) -0.9 -1.0 0.1

Refinery run rates (%) 1.70% 0.15% 1.55%

Natural gas (bcf) 7.0 -3.0 10.0              

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

while the western region is expected to have cooler temps.  Precipitation is not expected for most 

of the country. 
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 Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  

 

March 3, 2017 

 

Since the election of President Trump, a number of sentiment indicators have risen strongly.  

There is concern that the improving sentiment isn’t warranted.  In this week’s report, our 

research supports the conclusion that improving sentiment is better described as a reflection of 

the overall state of the economy.  In other words, our analysis suggests that the improvement in 

sentiment is actually more in line with the economy and the earlier pessimism was probably 

excessive. 
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The chart on the left shows the National Federation of Independent Business (NFIB) Optimism 

Index and the one on the right is the Philadelphia FRB Business Conditions Index (BCI).  Both 

have jumped since the November elections.  Consumer confidence has improved as well. 
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To compare how the business sentiment indicators have reacted to the actual data, we compared 

the aforementioned NFIB and BCI indices to the Chicago FRB’s National Activity Index 

(CFNAI).  The latter index is a broad-based measure of the economy that captures both business 

and household activity.  To reduce the volatility in all these measures, we have smoothed them 

with a six-month moving average. 
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Note that in both cases, the sentiment indicators and the CFNAI have tended to track each other.  

Interestingly enough, post-2008, small business sentiment has dramatically lagged the overall 

performance of the economy.  It would appear that concerns about the Affordable Care Act and 

other regulations dampened small business sentiment.   
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These two charts show the results of regressions where the CFNAI is the dependent variable and 

either the NFIB or the BCI is the independent variable.  When the model suggests that sentiment 

is too pessimistic relative to the economy, the deviation line is above zero.  The recent jump in 

the NFIB (on a smoothed basis) suggests that small business sentiment is just now reflecting the 

overall economy.  That could mean that if sentiment remains elevated either the model will turn 

optimistic or, perhaps, the economy will improve.  The Philadelphia FRB BCI has just turned 

modestly optimistic but remains in the normal range of deviation values.  Thus, the improvement 

in sentiment is notable but appears to be more of a reversion to the actual performance of the 
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economy.  Interestingly enough, both models indicate that the impact of sentiment on the 

economy is coincident, meaning sentiment doesn’t necessarily lead to better economic 

performance.  At the same time, the models also suggest that the improvement in sentiment 

doesn’t signal conditions of excessive optimism, either.  This means that the rise in sentiment 

isn’t necessarily creating conditions of disappointment which might adversely affect equity 

markets.   

    

  
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 3/2/2017 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 3/2/2017 close) 
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Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

March 2, 2017 
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P/E as of 3/1/2017 = 20.5x

 
 

Based on our methodology,1 the current P/E is 20.5x, up 0.7 from last week.  As previously 

discussed in the commentary above, we have moved Q4 from Thomson/Reuters to Standard & 

Poor’s, which has a lower calculation from operating earnings.  This drop in earnings coupled 

with a rising market have led to the rise in the P/E multiple. 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 

                                                 
1 The above chart offers a running snapshot of the S&P 500 P/E in a long-term historical context.  We are using a 
specific measurement process, similar to Value Line, which combines earnings estimates and actual data.  We use 
an adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988.  For the current quarter, we 
use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes the actual (Q2, Q3 and Q4) and one estimate (Q1).  We take the S&P average for the quarter and 
divide by the rolling four-quarter sum of earnings to calculate the P/E.  This methodology isn’t perfect (it will tend 
to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data and avoid P/E 
volatility caused by unusual market activity (through the average price process).  Why this process?  Given the 
constraints of the long-term data series, this is the best way to create a very long-term dataset for P/E ratios. 


